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CABINET AFFAIRS STAFFING MEMORANDUM, . -

Lo (;
Date: 11/22/85 Number: >17028CA Due By:
'Subject Economlc Policy Council Meeting -- November 26, 1985 --
1.00 P.M. -- Roosevelt Room
Action FY! Actiop/ FYl
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USTR @/ d Executive Secretary for:
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2 2 8 | = -
NASA O a d a
OPM a O M| O
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SBA d O O O

REMARKS: )

The Economic Policy Council will meet on Tuesday,
November 26, at 1:00 P.M. in the Roosevelt Room.

The agenda and background papers are attached.

RETURNTO: ,
%fred H. K'ingon [J Don Clarey
Cabinet Secretary {3 Rick Davis
456-2823 [0 Ed Stucky

(Ground Floor, West Wing)

B Associate Director
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THE WHITE HOUSE

WASHINGTON

November 22, 1985

MEMORANDUM FOR THE ECONOMIC POLICY COUNCIL
FROM: EUGENE J. McALLISTER

SUBJECT: Agenda and Papers for the November 26 Meeting

The agenda and papers for the November 26 meetlng of the
Economic Pollcy Council are attached. The meeting is scheduled
for 1:00 in the Roosevelt Room. :

The first agenda item will be the Federal Home Loan Bank
Board's Section 406 Corporation. The Working Group on Financial
Institutions Reform has studied the Section 406 Corporation,
identified its benefits and drawbacks, and developed several
options for an Administration p051t10n on the corporation. A
paper prepared by the Working Group 1s attached.

The second agenda item is Canadian lumber. The U.S. lumber
_industry argues that Canadian pricing practices cause an
~oversupply of lumber, leading to difficulties for the U.S.

- industry. The Council will consider recommendations by the Trade_;

Policy Review Group on objectives the U.S. might seek in
negotiations with Canada. A paper outlining the proposed
negotiating strategy, describing a U.S. International Trade
Commission report on current conditions in the softwood lumber
industry, and noting Congressional concerns about this issue is
attached.

—Comrfidenrtiatr Attachment
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THE WHITE HOUSE

WASHINGTON

ECONOMIC POLICY COUNCIL

November 26, 1985
1:00 p.m.

RéoseVelt Room

AGENDA

FHLBB's 406 Corporation

Canadian Lumber
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" THE WHITE HOUSE

WASHINGTON
November 22, 1985

MEMORANDUM FOR THE ECONOMIC POLICY COUNCIL

FROM: THE WORKING GROUP ON FINANCIAL INSTITUTIONS REFORM
SUBJECT: Federal Asset Disposition Association
Issue: Should the Administration seek to block or restrict the

activities of the Federal Home Loan Bank Board's newly
formed private corporation, the "Federal Asset Disposi-
tion Association?"

The Federal Home Loan Bank Board (FHLBB) recently chartered a
private corporation, the Federal Asset Disposition Association
(FADA), capitalized by the Federal Savings and Loan Insurance
Corporation (FSLIC) to more rapidly and efficiently dispose of
assets acquired by FSLIC from failed institutions. FADA creates
a dilemma for the Administration. It is a step by the FHLBB to
address a concern: FSLIC's declining liquidity and increasing
portfolio of bad assets. However, FADA also raises the potential
for increased Federal budget and credit obligations.

Background

A subétantial portion of the thfift'indﬁséry'has négative*nef
worth, representing a financial threat to the economy and a
Federal budgetary threat through the Federally backed FSLIC.

Condition of the Thrift Industry

The traditional structure and purpose of the thrift industry
is to borrow short and lend long. This created a "portfolio
mismatch" within the industry. As interest rates rose
sharply in 1980 and 1981 and thrifts' costs of attracting
deposits exceeded returns on assets -- largely fixed rate
mortgages, many of which had originated during periods of
relatively low interest rates -- the industry experienced
substantial and widespread losses.

Loss of earnings and net worth in turn encouraged some
thrifts to pursue strategies of rapid growth and higher
returns on risky assets which created an industry problem of
poor asset quality.

Beginning in 1983, declining interest rates improved
earnings and net worth for a segment of the thrift industry.
A shake out of nonviable institutions is not complete,
however, and the remainder of the industry must still
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restructure to recover fully within a deregulated financial
environment. Approximately 14.6 percent of the industry
(469 of 3,207 institutions) maintains a negative net worth
as measured by generally accepted accounting principles.
Moreover, 263 thrifts (representing $91 billion in assets),
or .8.2 percent of the industry have been identified by FSLIC
as likely failures. Many, perhaps most, of these 263 will
require assistance from the FSLIC,

Potential FSLIC exposure

FSLIC obtains its resources through premiums collected from
insured institutions and interest on its portfolio. These
add about $2.0 billion a year to the FSLIC fund. . The FSLIC
currently has $6 billion in equity, one third ($2 billion)
of which represents unobligated funds available now for use
in acquiring the liabilities of failed institutions. Total
FSLIC exposure is highly uncertain and could range as high
as $30 billion based upon anticipated-additional failures
within the industry.

Creation of FADA

On November 5 the FHLBB announced creation of a corporation, the
Federal Asset Disposition Association (FADA), under the authority
of Section 406 of the National Housing Act of 1934, to help the
FSLIC profitably dispose of assets assumed from failed thrifts.
FADA has been chartered by the FHLBB as a private savings_and
loan institution which would purchase assets from the FSLIC and
dispose of them by hiring specialists to sell them on an - -
incentive compensation basis or through contracted services. The
current charter prohibits FADA from accepting deposits. The
FSLIC will provide the initial capital to the corporation. FADA
would derive much or all of its start-up equity from the FSLIC
and could leverage that base through borrowings, most likely from
Federal Home Loan Banks. However, there is nothing in its
charter to prevent FADA from seeking other investors or borrowing
directly from the public.

The FHLBB has appointed a board of eleven directors to serve on
the FADA board and a search has begun for a chief executive
officer.

FADA and the FCSCC

FADA would differ in important ways from the Farm Credit System
Capital Corporation (FCSCC) established earlier this year by the
Farm Credit System (FCS) and viewed by the Economic Policy
Council as integral to the proposed solution to the FCS's
liquidity problems.

o The purposes of the two entities differ., The FCSCC was
intended to redistribute capital within the FCS by
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purchasing poor quality assets and forcing segments of the
System to bear any market losses from liquidating the
assets. FADA, on the other hand, is intended to provide
liquidity to the FSLIC by disposing of assets assumed by the
FSLIC from failed institutions.

o) The FCSCC was capitalized solely by privately owned funds,
while FADA would be capitalized by FSLIC-owned funds. FSLIC
equity in FADA could be viewed as explicit Federal support
for the activities of the entity -- an avenue rejected for
the FCSCC.

o Stockholders of the FCS are jointly and severally liable
debt offerings of the FCS and the FCSCC. FSLIC, on the
other hand, would implicitly, or directly, guarantee FADA
debt.

o} The FCSCC purchases the bad assets of FCS institutions,
while FADA, intended to liquidate the assets of failed
institutions acquired by the FSLIC, could be pressured to
assume bad assets of solvent thrifts.

o The FCSCC's pooling operations will be used in conjunction
' with a tough regulatory scheme including generally accepted
accounting principles to define net worth. FADA is not part
of a change in the regulatory approach to thrifts.

Advantages and Disadvantages of FADA-

“The Working Group has idgntified?%he‘fpilowing advantages and

disadvantages of FADA: -

Advantages

o FADA could bring more expertise and efficiencies to the
operation of liquidating FSLIC-held assets from failed
thrifts. The FSLIC has been unable thus far to dispose cf
the assets from failed thrifts as rapidly as it takes them
in (the FSLIC portfolio of such assets is $2.2 bhillion).

o FADA, unlike the FSLIC, may not be hampered by Federal
personnel restrictions and could flexibly hire specialists
under incentive compensation arrangements to profitably
manage liquidation. '

o FADA purchases from the FSLIC would improve the FSLIC's
unobligated balance, potentially permitting the FSLIC to
liquidate insolvent thrifts more rapidly.

Disadvantages

o FADA could increase Federal budget exposure and exacerbate
the thrift industry's financial problems. Should FADA buy
bad assets from solvent institutions, Federal obligations
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would be implicitly extended from protecting insured
deposits to include uninsured depositors and debt holders.

o) In the extreme, FADA and the FSLIC might be able to direct
at what rate to infuse capital into the thrift system
without consulting with the Executive or Legislative
branches. FSLIC already can borrow substantial sums
directly from the Federal Home Loan Bank System, but its use
of those funds is subject, unlike FADA, to OMB
apportionment.

o FADA creates conflict of interest problems. As a Federally
owned, privately operated entity, FADA may face difficult
conflict of interest problems involving the interests of
management and those of the FSLIC. Conflict of interest
problems would also arise should shareholders other than
FSLIC hold an interest in FADA.

0 Although FADA's charter is sunset at 10 years, FADA could-
become permanent or set a precedent in the interim for
similar requests for assistance in disposing of bad farm
credit or international debt.

Possible Alternatives

There are several possible alternatives to the FADA proposal:

o Auction: The Worklng Group has sugqested to the FHLBB
undertaking .a pilot project to test the feasibility of a
direct auctien of FSLIC assets.- FSLIC could contract-with
prlvate sector real estate and financial experts to assist -~
FSLIC in taking inventory, valuing its assets, and
structuring an auction process. This approach is preferred
by the Working Group because it would directly utilize
market incentives and competition.

o) Contracting out: Despite the FHLBB's dissatisfaction with
the results of its contracting out efforts to date,
contracting out might accomplish many of the goals of the
new corporation while avoiding the need to establish a
quas1-governmental entity. 1In addition to contracting with
private companies, FSLIC could ‘contract with the Home Loan
Banks or the FDIC, if approprlate expertise were available
at these organizations.

o Handle the problem in-house: FSLIC staff could be expanded
to handle the liquidaticn problem. Management and personnel
problems could be alleviated through administrative or
legislative relief from Civil Service laws.

Options

Since the announcement regarding the chartering of FADA, the
Working Group has been discussing with the FHLBB: (1) imposing
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various restrictions on the purpose and activities of FADA and
(2) creating a pilot program to auction bad assets held by FSLIC.

It also should be noted that one of the three positions on the
Federal Home Loan Bank Roard is open now and another will open in
June 1986,

The Administration faces four options:
Option 1l: Continue jawboning the FHLBB to restrict the purpose

and activities of FADA and to create a pilot program
for auctioning bad assets held by FSLIC.

- The FHLBB has already chartered FADA and, absent some
restrictive action, the FHLBB will be able to fund FADA
and guarantee its debt without consulting with the
Executive and Legislative branches, A list of
restrictions that should be placed on FADA is contained
in an appendix. - - -

Advantage
o Avoids a public confrontation between the Executlve Branch -
and an 1ndependent regulatory agency. -
Disadvantage

o Concedes the chartering of a new quasi-governmental entity

= - that could obtain most of its funds using FSLIC-guaranteed
7~ 7 debt and, if not properly constrained, could purchase assets

“from solvent thrifts, increasing potential Federal outlays.

Option 2: Use OMB's apportionment process to a) block or
b) restrict FADA.

Under this approach, OMB would apportion funds in a
fashion that would preclude their use for FADA
purposes. Failure to adhere to OMB apportionment would
be in violation of the Antideficiency Act, and subject
to legal penalties.

Advantage

o If successful, would prevent the start up of a
quasi-governmental entity and might improve the
Administration's ability to advance other alternatives
and/or might force the FSLIC to make greater use of
alternative approaches to asset disposal.

Disadvantages

0 Could be ignored by the FHLBB, requiring enforcement through
legal actions against officials of the FHLBB by the Justice
Department.
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o Could lead to congressional action to curb OMB apportionment
authority over the FHLBB and other independent agencies.

Option 3: Continue jawboning the FHLBB to restrict the purpose
and activities of FADA and to create a pilot program
for auctioning bad assets held by FLIC. Convey to the
FHLBB that OMB will initiate apportionment proceedings
unless the FHLBB specifies that:

- FADA will not accept deposits or directly issues
debt.

- FADA will not purchase assets directly from
thrifts. . T

- Profit interests in FADA stock will be held only
by the FSLIC.

- FADA will not provide a significant amount of
seller financing.

Advantages

o Avoids a'public confrontation between the Executive branch
and an independent regulatory agency.

o Sends a strong, and timely, signal to the FHLBB of our
Administration preferences. . ’

Disadvantages

o Concedes the chartering of a new quasi-governmental entity.

o Apportionment is a blunt tool. Under this option we would
commit ourselves to its use, without knowing the
circumstances under which apportionment would have to be
used.

NOTE: Neither FADA nor any of the alternatives address the
most fundamental issue: the very low net worth of
many thrift institutions. The Working Group will
focus its efforts on that issue in the coming months.
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ADDENDUM

The Working Group suggests that the following restraints be
included in the FADA charter and by-laws:

o FADA should not be permitted to raise money in the financial
markets nor to accept private deposits.

o] Any assets transferred from FSLIC to FADA should be at fair
market value. :

(o} FADA should perform no activities other than the workout of
problem FSLIC assets. FADA should not be allowed to
purchase assets from any entity other than FSLIC.

o FADA should disclose after the final sale of the asset its

purchase price from FSLIC and, its final sales price.
o. No outside profité interest in FADA should be_permifted.
o FADA should not be FSLIC's exclusive disposal agent and

other alternatives should be vigorously pursued.

o FADA should neither be permitted to provide any significant
amount of seller financing nor to hold any such loans- for
more than 2 years. o - - )

o Stringent prohibitions against self-dealing should be
developed and adopted.

We might also want to consider whether exclusive disposal agent
and other alternatives should be vigorously pursued.
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Canadian Lupber

Issue

U.S. lumber mills are under economic stress, particularly along
the Canadian border and throughout much of the South. 1In spite
of the fact that U.S. production has increased 30 percent in
terms of quantity and 47 percent in terms of value between 1982
and 1984, profit margins have not’increased. The industry is
blaming Canada for its ills, arquing that lower Canadian prices --
caused by an oversupply situation as a result of non-market
oriented stumpage pricing -- have depressed the market overall.
The industry is pressing strongly for either legislative or
administrative action against the Canadians.

Congressional pressure is coming from two directions: (1) the
Gibbons' natural resource subsidy bill and (2) threats to hold
up Administration efforts to enter into "free trade” negotiations
with Canada. The EPC has indicated its preference for a negotiated
solution rather than a confrontational approach in order to
mininize darage to the overall relationship with Canada and
the prospects for a "free tradé" agreement. The EPC needs to
decide on an appropriate negotiating strategy to pursue with
the Canadians, _

1. In order tc assist the U.S. industry and to forestall Congres-
sional action- on lurber, the EPC should adopt _a stratecy
which combiresbilateral négotiations with Canada-andaggfessive

efforts to open.offshore markets, . = =

2. The Acmiristraticn should work closely with the U.S. in-
dustry and its Congressional supporters in prepaering for
these necotiations and throughout the procesc.

3. Hich-level bilaterzl necotiations should commence immedietel,
and shoulc have the fcllowincg objectives:

° address the questicnable elements in Canada's sturpcce
systems, e.g., profit and risk components and under-
valuation of the by-product wood chips;

o elimination of Canadien log export restrictions;

(o] reduction of Canadian tariffs on irports of U.S. finichec
wood products; and

o adoption by Canada of satisfactory plywood performance/

prescriptive standards.
V8.

DECLASZIFIZO UiV mmcmmmecaeee :

CONFIDENTIAL
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4. The Administration should also intensify efforts, work ing
jointly with the Canadian Government, to reduce other nations’
wood products tariff and nontariff barriers.

5. The U.S. and Canadian Governments should coordinate their
official export promotion activities for the wood products
industry. The U.S. and Canadian industries should also
be encouraged to continue their joint export promotion
efforts.

Rackground

A. The USITC Report

On March 6, the Office of the U.S. Trade Representative
asked the U.S. International Trade Commission to exanine
the current conditions in the softwood lumber industry.
The report is factual and does not offer recommendations
for action.. - ‘ : -

In generzl, the report did little to bolster U.S. industry's
overall case against Canadian softwood lumber imports,

~althougl there are some findings favorable ‘to U.S. industry

which could provide bargzining points. The findings confirned
the fact that Canadian stumpace prices are much lower than
U.S. stumpage prices. BEetween 1977-84, average U.S. stumpage
pPrices were approximately seven times higher than Canadiern
prices. Further, British Cclumbia undervalues wood chip
pricecs _in theiriappraisalfﬁystem, and the report states
that Canadian producers in -interior British Columbia enjoy
@ much higher profit and risk factor in their stunmpace
valuation than U.S. producers. In addition, the USITC
found that aggregate delivered log costs to the riil were

aiso higher in the United States -- contrary to Canadian
claims -- by about USS$47 rpe: thousand board feet betweer
1977-84.

There is little economic reason that the U.S. forest product
industry in generazl and lumber in specific should not be
highly competitive at home and abroad. Current problers
may be closely related to domestic policy. The high value
of the dollar has not helped exports and may have benefittec
Canadian imports. In thie respect lumber only shares a
problem felt by the whole U.S. traded goods sector. The
problem in providing relief to any one industry from trade
pressures created by the dollar is that the trade balances
of other industries are likely to be further weakened once
all the econoric adjustments are made (dollar exchange
rate) to the impact of reduced imports in the protected
sector. The answer on the dollar for lumber and all other
traded goods industry is the szre: reduced Federal spencding
and deficits, and stronger growth abroad. 2 more detailed
econor.ic background can be found in Appendix 2.

CONFIDENT::.
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U.S. lumber mills brought a subsidy case against the Canadians
a couple of years ago, but the Commerce Department held
that Canadian stumpage practices are not a subsidy under
U.S. law. A summary of Commerce's Canadian lumber decision
is included at Appendix B. Since then many Members of
Congress have been pressing for legislation that would
change the subsidy definition to encompass the Canadian
practices. This has become a major political issue with
at least 50 Menmbers with substantial timber interests in
their states, including Senators Packwood, Symms, McClure

. and Baucus, Congressman Craig and others. There are 12

Republican Senators up for reelection in 1986 who are interested
in the lumber issue. Also attached is a letter from 38
Members urging action on lumber (Appendix C).

In addition, many of these same- Members are threatening
to hold up any Administration request to enter into "free
trade”™ discussions with Canada unless action is taken on
lumber. A letter from half of the. Senate Finance Committee
to this effect is attached (Appendix D). :

oy 1

The competitiveness of the U.S. softwood lumber industry
is affected by domestic measures as well as imports. High-
lighting this fact. to the U.S. Congress couléd help relieve
some of the pressure on trade policy to cure all the ills
of ‘the domestic irdustry. Appendix E contains a discussior
of these dorestic measures.

1 S & v’

The first ster toward achieving a necotiated settlement
woulcd be to inform U.S. industry and key Members of Congress
that the Administration is preparec to reopen bilaterzl
negotiations on softwood lumber. We would work with industry
to refine our negotiating package. A more aggressive Admiri-
stration posture on the issue will be helpful in eacing
the current protectionist atmosphere on the Hill.

We must also move swiftly on lumber to gain credibility
in Congress for opening the broad free trade negotiationg
with Canada. A firm resolve to deal with a complex anc
widely-perceived unfair trade situation will provide a
better climate for seeking Congressional acquiescence to
initiating forre! negotiations.

The negotiations themselves would take a package approach
which would address softwood lumber pricing, attenpt to
resolve sore tariff and plywood standards issues, eliminate

L —

mf’\ ‘::'P\: R ’
CUN: 1U=..?\im_
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log export restrictions in Canada and joint market opening
activities to help alleviate oversupply problems.

We should also let the Canadians know that we consider
their willingness to work with us on resolving the lumber
issue is necessary for gaining Congressional support for
the "free trade" negotiations.

r

The objectives of the negotiations with Canada would be:

1.

Systems

The domestic industry has emphasized the "unfairness"
of the Canadian stumpage system. In particular,
they questioned the higher amount allocated for
profit and risk under the Canadian systenm, nc
provision in the Canadian scheme for reforestation
costs (not addressed to any extent by the USITC),
and a lower starting point under the Canadian
appraisal system (substantiated somewhat in USITC

‘report).

E - . [ : i .EE E; ] ,I? 3
Froducts '

Caradien tariffs on ‘finished wood products are
generally higher than those on equivalent producte
in the United Statecs. =U.S. interests seek the
equalization of U.S. and Canadian tariffs on

rmoulding and millwork, hardboard, and particleboard.

This could be accomplished as a two-step process,
with immediate reducticns to U.S. levels followeC
by further cuts to zero as part of an FT2.

3 ] 3 i anidgs S
on Plywood
Canadian standards on softwood plywood effectively
preclude 65 percent of U.S. plywood frorm the
Canadian markets. .Efforts after the Tokyo Round

at industry-to-industry talks on harmonization
of U.S. and Canadian standards failed.

liripati E T o

The Northwest Independent Forest Manufacturers,
an association of small, independent mills in
the Northwest, has been seeking access to chezper
Canadian tirber for some tinme. A bilateral,
preferential agreement providing access to unprocessed
logs would te of significant benefit to mills
along the border. Such an agreement shoulé be
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consistent with our GATT obligations. Other
regions of the U.S., however, would not benefit
due to high transportation costs.

Joint Efforts by Canada and the U,S. to Qpen
Itird Country Markets

The Administratiom should also intensify its
efforts to open offshore markets for lumber and
wood products. U.S. exports of lumber only account
for 6 percent of U.S. production. Principal
markets, aside from Canada, include Japan, Australia,
Italy and Mexico. Given that overproduction
in North America is a principal--cause of the
U.S. industry's woes, aggressive Administration
efforts to improve U.S. access to these markets
could alleviate some of the downward pressure
on prices. As any successful U.S. efforts to
open offshore markets will also help the Canadian
industry, this coulé be something the Canadian
Government could  point to as part of an overall
solution which benefits them. The Administration
should coordinate its efforts with the Canadian
Government to maxirize the effort.

Loy e vy

~ Sanitized Copy Approved for Release 2011/04/13 : CIA-RDP87T00759R000200220004-8




u“

" Sanitized Copy A

, ?pproved for Release 2011/04/13 : CIA-RDP87T00759R000200220004-8

CONFIDENTIAL

Mmmmwww

Market conditions for lumber resemble those for many natural
resource industries. The price received by producers is determined
in distant markets where the product is used (especially Sunbelt
home construction feor Pacific Northwest lumber industry).
Transportation costs being high, producer costs are strongly
influenced by- the distance of both the tree to the lumber mill
and the lumber mill to the poirt of final use. (Lumber milling
operations are thought to be econOmically rational only within
200 miles of stumpage.) The closer the timber source and producer
are to the user, the lower are transportation cost ancé tte
¢reater the potential profit (or economic rent). Conversely, the
farther the Stumpage anc lumber mill from final user, the lower o
free-rarket price should be for both logs and board foot of

lumber. (Price disparities for lumber, however, will be nuCh
smail than for logs or ftumpage because of lower transportaticr
Cests for lumber.) Such price disparities exist within the

Unitec States as well as between U.S. and Canadian producer?s ..
Lower Canadien Stumpage prices ancd lower boargd foot prices fro:
the nill, therefore, do not & priori demonstrate the existence cf
a subeidy.

The U.S. industryv asserts that Such a subsidy element exist: i-
Canadian provincial stumpage pricing practices, particularly :ir
British Colurbia, and that the U.,S. industry, particularly in the
Pacific Northwest, is injured as a result of the subsidy. Tue
current evidence is, however, inconclusive as to the extent tc
which these practices confer an economic advantage to Canadiar
lumber producers. ) '

The ITC reported in its investigation last month that between
1977 and 1984 Canadian stumpage prices (as measured in dollarcs
per thousand board feet) varieg between 11 percent and 23 percent
of U.S. stumpage prices. However, the ITC noted that, “owing to
the differences in the neasurement systems and the types of
timber harvested in the Unitec States and Canada, direct compari-
sons between the prices paic for stumpage (stumpage and timber
dues in Canade) and delivered costs of logs are difficult to

«
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make., Of particular concern are the differences resulting
because of the various species, quality, and grade of timber
marketed." S

Data on differences in stumpage fees within the United States at
least as large as those between the United States and British
Columbia show that such conditions can exist even where no
subsidy element is present. As the table below shows, stumpage
prices in region 2 of the United States (Colorado and surrounding
states) are like British Columbia's stumpage prices, below
U.S. average prices by a factor greater than ten at times:

Region 2
(Colorado and
surrounding British
Year: Unitecd States States) Canada Columbia

(U.S.8/thousand board feet) -

1977 96.41

14.4 10.16 9.9
197¢ 11€.76 24.7 21.59 22,7
197¢ 134.37 8.1 30.96 38.8
1980 122.16 - 96.1 27.48 36.3
1981 140.98 S 9.1 12,09 11.8
1982 93,57 5.5 10.57 9.7
1982 105.99 12.9 11.63 11.0
1984 104.1¢ 12.8 11.84 1C.3 -

This comparison it intended only ‘to show that there -are_major -

- -~ Gifferences in stumpdge pricee in the United:- States and is paot

S meant to imply that the Colorada stumpage is comparable tc tric
British Columbian stumpage.

The October 1985 ITC investigation pointed out that vealuaticn of
lumber in interior British Columbiz contains a profit and risx
factor totaling some 30 percent of arpraised stumpage value. In
the United States this factor is between 9 anc 18 percent.
Moreover, whereas in the United States the profit and risk factor
figures only in the calculation of the Tinizur stumpage fee (tre
actual fee being normally set by auction), in Canada this factor
is a key determinant of actual sturpage fees. Although a higher
risk premium might be justified for interior stumpage in Britich
Columbia on the grounds of its residual supplier status, this
differential may provide higher returns to Canadian producers
than would a more market-based system and encourage higher levels
of Canadian production.

Similarly, it has been asserted that price difference betwecen
legislated value for wood chips in British Columbia and current
chip market prices contains a subsidy element. The ITC did firg
that the valuation of wood chips in interior British Columbia was
below prevailing market prices anc that the difference translated
to about $20.00 per thousand bocaré feet when the appraisal price

CONEIDENTIA
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was based on wood chip prices. However, the ITC also found that
this difference was nullified when minimum stumpage prices were
used instead of appraised prices. Minimum prices are used when
the appraisal system results in negative or very low price and
these minimum prices have been common since 1981.

The existence of economic rents suggests the existence of
imperfections inherent in the market for timber from publically
owned lands. The Canadian system, as represented by the practice
in British Columbia, is designed to deal specifically with this
market imperfection. Stumpage prices are determined by Canadian
authorities as a residual price after lumber milling, transporta-
tion, profit and risk premiums are subtracted from- the current
market price for lumber. The provincial authority, in theory,
attempts to capture all the economic rent. The Canadian lumber
manufacturer receives indexation of the stumpage price he nmucst
pay thus being protected against both loss in periods of declining
lumber pricec (when stumpage prices are adjusted downward) and
extra large profits in periods of rapidly rising lumber prices
(when stumpage prices are adjusted upward).

Tne protlem of subsicy or economic.- distortion could arise in twc
ways: , ' : '
1. Rather than eliminatirg all rents as the theory suggests,
does this syster actually tend to operate in such a way asgs to
maintain Canadian producticn at artificieally-high levels? Tne
large allowances for prefit and risk suggest that this could be tne
case. : : SRR :

2. Is the practical application of the system such as tc
confer an advantage on Canacian producers? The fact that ei.l
stumpage fee transactions in Britisn Columbia are carried ocu: at
an administratively determined price raises questions ac to
whether the mecnanisr for determining this price confers sonm.
econonic advantage to firms in that province.

British Columbia officials calculate stumpage fees on a residual
basis -- taking the market price for lumber in a given U.S. port
and then deducting transportation costs, milling costs and an
allowance for profit, with the residual in principal equal to the
stumpage fee. At any point in the sequence of monthly calculea-
tions, underestimating lumber prices.or overestimating producticn
costs or risk premiums could lead to profitability for Canadian
firms in excess of what is set by the provincial authorities.
Were this the case, it would not be difficult to argue the
potential for negative trade repercussions in U.S. lumber markets.
Such a factual determination on Canadian practice, however, has
not been made, and would be apparently be difficult without sozc
cooperation from Canadian provincial authorities. Consultations
with Canacian authorities coulc¢ help clarify some disturting
aspects of Canadian stumpage pricing practices.

CONFIDFNTIA
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British Columbia and the United States have until recently had
systems for pricing stumpage on Federal/provincial lands fundamen-
tally different in some respects. The system in British Columbia
tends to lock lumber producers into longterm supply contracts,
but price is adjusted monthly to reflect market conditions. 1In
the United States, until recently, Federal auction procedures
locked many lumber producers for a number of years into a stumpage
price reflecting market conditions at the time of auction (the
so-called flat price system). This was particularly true in the
Pacific Northwest where before 1982, 75 percent to 80 percent of
stumpage contracts with the Forest Service were flat priced. The
Forest Service had greater security concerning the projection of
_ its revenues fron stumpage sales. However; the system created
substantial risk for U.S. lumber producers. Boom and bust cycles
in construction accentuate market price fluctuations for lumber.
In fact, U.S. lumber producers currently face problems with
contracts signed in the .late 1970s and early 1980s at prices
which sgubseguent market conditions rendered excessive. While
'U.S. producersc enterec these contracts freely, it is also appears
that Forest Service auction procedures for his input (logsg)
increased risk for the private producer in a market characterized
with wide price fluctuations for his output (lumber). By freguent
price adjustment, the system -in British Columbia, subsidy gquestion
acide, apparently does -more to stabilize- the market. -
The Adrinistration has responded to the difficulties createc for
Pacific Northwest lumber producers by the hign prices contazined
ir the contracts in the late 1970s early 1980s. Wwe supportec tne
Timber Relief Mocdification Act, which allows companies to escape
tneir contractual obligations if the market downturn subseguent
to their bic rendere¢ the contract uneconomic. The lengtn ¢
f time before penalties are imposed for delaying actual cuttirg wac
| extended by five years in 1983. To date about 9.7 billion boarc
l feet have been returned to the Government. The problem for tre
| lumber producers, however, will only be resolved to the extent
that lumber prices rise sufficiently in the five year time frame
| to justify the high stumpage prices in the original contracts.
| Pressures continue to increase for further Federal acticn to
| relieve the domestic producers in the Pacific Northwest.

Since 1982, the Forest Service has adopted in Western Washington
and Oregon a stumpage pricing system that contzins an escalator
clause that parallels existing stumpage pricing policies on most
national forests in the rest of the country. Lumber comparies
continue to bid at aucticn for stumpage with the contract price
reached independently of the Forest Services appraised value ¢f the
stumpacge. (The Forest Service uses a residual appraisal systen
similar to that of British Columbtia.) Once the price is set by

YN 1"‘%*\";.!-.-! 3!
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auction, however, it is indexed by the Forest Service to an index
of lumber prices (the so-called escalator clause). Indexation
protects lumber producers against unexpected reductions in lumber
prices and the Government against unexpected increases in lumber
prices. Indexation, however, is incomplete and the Forest
Service stumpage price system continues to differ from the system
in British Columbia in two important ways. First, lumber companies
in British Columbia accept the residual appraisal price made by
Provincial authorities as their initial contract price, while
for U.S. lumber companies the initial price is set by auction and
usually differs (exceeds) the Forest Services appraisal price for
stumpage. Second, while the stumpage price is fully indexed in
British Columbia, there is a cap to. indexation in the United
States. A formule is used to estimate a maximum extent for both
upward and downward stumpage price adjustment. The Forest
Service reports that while the caps determine a wide enough band
$O0 that they are usually not reached by price adjustment, there
have been cases where tne Forest Service was -prevented from
lowering stumpage prices to the full extent implied by falling
lumber prices because of the existence of the lower cap. U.S.

lumber producers in the Pacific Northwest reportedly opposed such
indexation for yvears, but found the system more attractive after
their problems with fallinc lumber prices in the early 1980s.

U.S. industry asserts that Canadian companies do not have to meet
the same reforestation obligations as$ imposeé in the U.S. and
that this confers a competitive advantage to Canadian producers.
This point ic not adeguately addressed in the ITC report anc it
needs to be -explored fully with Canadian officials. -Reforestatiocn
requirements dre handled differently in the U.S. Pacific Northwest
and in British Columbiae. The U.S. Forest Service undertakec
reforestation cirectly in lands it administers. The Forecst
Services assures that its reforestation costs are included in its
assessment of nininun stumpace fees. In contrast, Britisi
Columbia carries out reforestation by imposing administrative
requirements on loggers. Canadian officials assert that under
Provincial law logging companies would be ruled ineligible for
future bidding if they have not fulfilled their reforestatior
obligations. The actual operation of the system and its economic
impact are subject to question.

How the U.S, Industry Got into Its Present Difficultv: A Hvpoth-
esis

About one-third of U.S. domestic production of softwood lumber
comes from Federal lands. Federal pricing policies influence the
whole domestic market. The pricing system used by the Forest
Service, wher it containeé the flat price clause describec in the
previous section, may have acted during the pericd of hich
inflation to destavilize the U.S. market. Lumber companies were
torced then to speculate on future lumber prices when tney bic on
longterm stumpace contracts. In the inflationary 1970s stumpace

Mz
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prices spiraled up, reflecting like other commodity prices the
expectation of continuous and strongly rising domestic prices.
Between 1977 and 1981 U.S. stumpage prices rose 46 percent,
Between 1981 and 1982, stumpage prices declined by a third as
inflation cooled and the economy went into recession. Between
1982 and 1983, however, stumpage prices rose 13 percent and
softwood lumber prices at wholesale rose 20 percent. Price
increases seem to have been brought to a halt in 1984 as the
economy slowed and, perhaps, as the realization grew that, in
contrast to past experience, U.S. economic expansion did not
necessarily signal rising inflation and exploding commodity
prices. :

The industry itself has made much of point that U.S. lumber
prices usually rise sharply along with U.S. lumber consumption in
periods of strong growtn. This has not been the experience in
the recent recovery as prices of lumber have apparently grown less
strongly in this recovery. -The industry has attributed this
development to unfair Canadian competition forcing them to cut
into prices and profits to maintain market share. As noted
above, the role of Canadian pricing practices in the smaller than
expected (by the U.S. industry) U.S. lumber price increases has
yet to be determined factually. An alternative explanation
to the problems of the U.S. industry is one of difficult adjustment
to domestic disinflation. Stumpage contracts without indexation
proved extremely costly to lumber firms when lumber prices receded
with inflation. With disinflation the price increases for lumber
have not appeared which would have salvaged past contracts signed
at too high a price for stumpade. Some in the industry have
sericus protlems -- problems which higher prices would greatly
alleviate. Whether or not Canadian stumpace pricing practices are
responsitle tor keeping current prices low, restrictions against
Canadiar. imports potentially would raise the lumber pricec
receivec by Northwest producers.

How Serjous are the Proplems of the U.S. Producers?

Another question is how serious the economic difficulties of
Pacific Northwest producers actually are. They argue that
imports have kept prices abnormally low. However, data do noct
clearly support this assertion.

Imports have grown substantially in the last two years, but not
out of line with the growth of domestic demand. Imports ac &
share of consumption increased slightly from 28 percent ir
1982 to 29 percent in 1984, Imports as a share of consumption
averaged 27 percent during the period from 1977 to 1984.

Commodity prices, including those for lumber, are characteristic-
ally volatile., Price moves over relatively short periods are nct
necessarily characteristic of longer-terr price trends in comrodity

prices, Producer prices fcr softwood lumber are pot upusually
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U.S. producer prices have risen by 210
percent since 1967 (210 percent for crude materials and 220
percent for intermediate products). In mid-1985 lumber prices
stood 259 percent above their 1967 level for douglas fir, 226
percent for southern soft pine and 277 percent for other soft-
woods. More recently, the average price per board foot of lumber
rose by 14 percent from 1982 (20.3 cents) to 1984 (23.1 cents).
While U.S. producers would benefit from higher prices, the case
for softwood lumber prices being abnormally low is not clear,
particularly in light of the price moderation throughout the
commodities area.

The profits of paper and forest proddct firms have fallen by 22
percent in tne first nine months of 1985 as compared to the same
period of 1984. (All U.S. industry profits dropped 10 percent,)

But, the paper and forest products firms remain profitable. Tne =
average profit margin was 5.3 percent in the third quarter of 1985

(compared to a 7.2 margin in 1984's third gquarter). Return on
common equity was 7.2 percent for- the year ending September 30,
1985. (Note should be taken that profits in non-soft wood lumber
activities may be masking poorer profit performance for lumber
- operations in these large, diversified forest product firmse;

recent profit data on softwooc lumber operations alone is extremely
aifficult to locate) -

Smaller, independent lurmper firms have reportedly been more nurt
by past stumpage contracts at high prices., One industry represent-
ative has cited a figure of 250 for the number of mills whici.
nave recently gone out of business. Commerce Department datc
show that the numbter of U.S. establishments fell fror 7,544 ir
1977 to 6,31€ in 198z (under the impact of improved technology
and resulting cstiff competition and concentration in the view c:
ITC). From 1982 to 1964 the number of establishments rose rror
6,316 to 6,56C ac tne U.S. construction industry moved intc nicn
gear.

U TP U I O B
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In 1982 the International Trade Commission (ITC) issued
2 factual study of conditions in the U.S. softwood lumber industry
at the Senate Finance Committee's request. A coalition of lumber
producers then filed a countervailing duty petition covering
lumber, shakes and shingles, and fence from Canada.

In a controversial decision in 1983, Commerce found no
countervailable subsidies as a result of provincial stumpage
practices. First, Commerce found that Canadian stumpage practices
did not benefit only an industry or group of industries (and
thus did not satisfy the "specificity test™). They determined
that the availability of stumpage on equal terms without governmental
restriction, coupled with sufficiently widespread harvesting
by various industries, precluded an affirmative determination.

Second, Conmmerce found that even if the stumpage practices

had benefitted a specific group of industries, they were not

- @ subsidy as defined ir the U.S. countervailing duty law. The

Frovinces did not offer stumpage on preferential terms, and

therefore did not trigger the subsection covering preferentizl

provision of goods anéd services. Commerce ruled that the clear

applicability of that subsecticn precluded application of any
other subsection. " o T

Commerce then ruled that even if more than one subsect’icn
of the countervailing duty law did apply, stumpage practices
were not & subsidy under the other possibly relevant subsection_
covering the assumption of manufacturing costs. The prfovinces
did not assume costey -they imposed ther.. Nor _did they relieve -
the harvesters of any pre-existing legal liabilities. Comnerce-
then noted that the residual valuation syster used by both British
Columbia (which accounts for the vest majority of Canadian sturpage
harvested) and the U.S. Forest Service was reasonable. Firnally,
it nroted that infornation in the record of the investigation
gupported the view that the Canadian stumpage prices would actuali:
equal or possibly exceed U.S. stumpage prices if adjustec¢ for
differences in climate, terrain, species, and accessibility.

Commerce found only de minimis subsidies in its investigations,
and consequently made negative determinations.
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@Whgress of the Tnited HtdlPs
fhouse of Representatives
Washington, B.C. 20518

- Oc¢tober 29, 1985

The President
The White House
Washington, D.C. 20500

Dear Mr. President:

Thanks to the economic recovery you have engineered, demand
for lumber, driven by the extraordinary growth in housing starts,
is the highest in history. Despite this, lumber prices, which
normally follow housing demand very closely, remain at an
all-time low, and the industry is suffering severely. It has
written off half a billion dollars in assets last year alone;
hundreds of mills have closed, thousands of workers are
unemployed, and money is not available to manage forest lands
adequately. : .

The cause of this’ distress is massive lumber over- -production
in Canada that is sold at distress prices here. Canadian timber
is owned by the Provinces which, in a deliberate effort to
maintain employment, make it available to lumber producers for
one-tenth of the cost of timber in the United States. The U.S.
International Trade Commission has just released & study )
documenting the Canadian practices. The ITC found that even -~
though Canadian logging costs arc much higher than ours, Canadian
wills can buy timber much more cheaply than our m®ills, and that
this cost advantage is passed throtigh to the final product.
Because Canadian producers have zccess to virtually free raw
materials, the market imposes no discipline on them, and they
overproduce.

1f the Canadians did not supply timber at concessionary
prices, but rather put it out for competitive bidding as is done
in the U.S., the price would be bid up to uarket rates, and
supply and demand would come into balance. iving their
tiober away, they are subsidizing their lumber ndustry, and
exporting their unemployment to the United States.

On October 2, 1985, you announced the creation of an
administration "Trade Strike Force" designed to uncover unfair
trading practices used against the United States. 1In light of
the unfair Canadian practices we just described, and that the ITC
report documents, the evidence is clear: the United States
domestic timber industry is being devastated.

’ n
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We, who are impacted by unfair Canadian tryding practices,
are no less conmitted in resolving this trade imkhalance than what
was evidenced in June of this year. When the cal} went out for a
“Timber Summit" with Malcom Baldridge, Max Freiderpdorf, and
Michael Smith, sixty Members of Congress attended fo urge
impediate action be taken. We who support you and ve to run

for election next year urge you in the strongest term
quickly and decisively to restore fairness to our lumber market.
Also, Ambassadore Yeutter promised us he would act promptly

after the ITC issued its report. Your pledge to insure fair

trade will ring hallow indeed i{f you do not act now that the ITC

has spoken. : T

We request a meeting with you at your earliest convenience
to plan the Administration's response to this serious problem.

Sincerely,

avid O'B. Martin

V/‘M ‘ ' |

Barbara Vucanovich

Thomas Hartnett ick” Cheney
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Bill Hendon Carroll A. Campbell, Jr.
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The Konorable Clayton Yeutter

U.E. Trade Representative )
60D 17th Street, i.W.

washington, D.C. 2050¢

Deer Mr. ATDeEsslbor:

tic undcretenc thet the Cansdien Government hes initistc.
exploretery Ciecuseiont on & poseible free trace egreement betweern
the Unitec Steter &nc Cenece.

we believe thet the elected representatives of the peoplc
hzve ¢ right to perticipete in thie .endeevor &t the tekeoff &r
well ot the lencing. We therefore etrongly suppest thet the
pottern.ec well diTectec by Acbeseador Straust for the Tokyc
Round &greemente &nc the Trede Agreements Act of 1979, es wel:
"£r the recuirencnte Jor eerly coneultetion with the Finance
Comrittec conteipce in the Trade &7C Teriff Act of 1984, be
fcllowee 3r thit ceee. ’

- - Ir. thit connection, we Teiterete our COncern gbout
- .. _CEnec:an seftwocd lusber inporte, which benefit from belov-
T - Tnirret povernnent ELUNDERC pricer_ thet eneble Censcion produci::
© e uncereell) rore efficient U.S. producere. Fince 1975, -~
Cenecic: iwperte heve risen sherply, froc 17 percent to
37 pevcent of U.£. consuzption, contributing to significant
uneayicynent anc citlocetion in the U.S. industry.

ny free trede egreement muet be built on & foundstio: ¢
jutuelly edventopeour tredin precticee. Therefore, we belicy
that the Adrinistration should seek &n ecrly resolution of tru
coftwood lumber trade issue. Tnis would fecilitate Finance
Com:iittee coneideretion of any Administration proposale releti:y;
to tne neyotistion of ¢ free trade ggreement with Canada.

Sincerely,

-

R B e 2 NG z:f“'/\::j/—
e e e = — ~
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Trade policy alone cannot provide long-term relief to the beleaguered
U.S. softwood lumber industry. The recently-completed USITC
report provides an excellent opportunity to highlight for Congress
the non-trade factors which have a negative impact on U.S. com-
petitiveness.

Except for the capital gains treatment for timber, we are not
suggesting that the Administratidn take an advocacy position
on these domestic policies. Highlighting these issues to both
the domestic industry and its Congressional supporters could
help shift some of the focus away from the trade policy arena.

Specifically, the domestic measures are:

l. Tax Treatment of Timber

Timber growing is one of the most tax-favored sectors
of the U.S. economy. The President's Tax Reform Proposals
included changes that would make the tax systen more
neutral across sectors of the economy and would lower
rmarginal tax rates for individuals and corporations.
Because of their favorable tax treatment under current
law, the tinber industry seeks relief from the provisions
*in the President's proposals that would more accurately
measure their economic income. The Ways and Means
Committee's tax reform proposal allows continued capital
Gains treatment of timber on private land for individuale.

ané¢ favorable treatment of preproductive expenses "

-for producers with less than 75,000 acres. —Further

B rnodifications to_the President's proposals are likely -

during Senate consideration.

2. Eoregt Service Policies

The largest veriable cost for lumber production 1¢
the cost of wood delivered to the mill. U.S. prices
are higher than Canadian prices largely because of
different stumpage pricing systems. This relatec
in part to U.S. Forest Service timber sales policiec
that are based upon biological, rather than economical
standards. Under the -concept of non-declining even
flow, harvests are based upon the productive capacity
of the forest.  Consequently during periods of high
demand, cutting remains constant, resulting in pressure
on stumpage prices (which are auctioned). 1In recent
years, speculation in solid wood markets, and Government
legislation affecting areas available for timber harvest
and voluries that can be cut have combined to cause
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bidding to go well in excess of estimated prices for
cut sawtimber. It should be noted that 46 percent
of all softwood lumber in the United States is on
public lafide, thus changes in this policy could have
a significant impact on stumpage prices.

Not only would U.S. Forest Service policies need to
be modified. The 1984 Feceral Timber Contract Payment
Modification Act sets a cap of 12.3 billion board
feet on the volume of federal timber under contract
each year in Forest Service Region 6 (the Pacific
Northwest) and limits the annual sale programaccordingly.

3. Jones Act

The Jones Act requires domestic companies to use U.S. flag
vessels to ship products between U.S. ports. The
Jones Act has effectively denied the U.S. softwood
lurber industry in the Pacific Northwest use of lower
cost foreign ocean shipping. For purposes of comparison,
waterborne transport charges to Raltimore from Western
Canada are. 25 percent of landed value; U.S. rail charges
from Portland to Baltimore were "39 percent of landed
value. It has been calculated that the cost of shipping
on U.S. flag carriers would range from $54.26 per
ton (with constructicn and operating subsidies) to
$101.34 per ton (with no subsidies). For comparison,
shipping or foreign flag carriers it approxinmately
$44.40 per ton. To complicate matters, -U.S. shippers
contend that oper hatch cargo vessels of the type
commonly used by the forest product® “industry do not
exist and would have to be built. While changes tc
the Jones Act &re politically difficult, a cgingle
product exclusicn has precedence, and one could argue
that U.S8. shipping interests would be unaffected ac
virtually no lumber now is carried on U.S. flag vessels.
The current Administration position is opposition
to changes in the Jones Act.

4. Rail Transportation

The Staggers Act of 1980 changed the rate-setting
provisions under which U.S. railroads operate. The
Act allows open competition between rail carriere
for shipments over single rail lines. Boxcars and
container traffic has been completely deregulated,
with resultant lower rail rates. Further deregulation,
especially for flatcers (on which most lumber would
be shipped) could lead to more competitive rates for
U.S. firms than those aveilable to Canadian manufacturers.
However, the current political outlook is dim for
further cdereguletion.
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